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problem Cl) 

avp A co fP oratlon asked its financial manager to calculate its weighted 
aveiage cost of capita l given the following data : — 1:1 

• The firm can sell for $980 a 10-year, $1, 000-par value bond paying 
annual interest at a 10% coupon rate, A floatation cost of 3 % of the 
par vaiue is required in adduion^^^^^f $ 20 per bond. 

paid underwriters. 

• The tax rate is, 4fl 
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Replace ment 

3 types of cash flows related to the replacement decision: 



1- initial investment^ Installed cost of new asset + Change in net 
working capital - After-tax proceeds from sale of old asset. 

• Installed cost of new asset =total Cost of new asset+ shipping+ 
installation-*- insurance 
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Problem (n): Benson Designs has prepared the following estimates for a long term project it 
is considering. The initial investment is $18,250, and the project is expected to yield after- 
tax cash inflows of $4,000 per year for 7 years. The firm has a 10% cost of capital. 

a. Determine the net present vaiue (NPV) for the project. 

b. Determine the internal rate of return (IRR) for the project. 

c. Would you recommend that the firm accept or reject the project? 
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A and B ar£ mutual exclusive of equal risk. The firm's cost ot capital is 13%. The cash 
flows fi^r each project are shown in the following table. 



a- Calculate the NPV for uadi pi 
b- Calc.. late the IRR la r each pr- 
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A firm is considering the purchase of one of three mutually exclusive 
projects for increasing production efficiency. The firm plans to use a 14% 
cost of capital to evaluate these equal -risk projects. The initial 
investment and annual cash inflows over the life of each project are 
shown in the following table. 
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a- Calculate the NPV for . .n project over its ,:r me projects in 

descending order r >asisofNPV 

ijiUse the ann' *t present value t A : approach to evaluate and 

rank the oro f m ascending orde .f ' sisot ANPV 
C- Cbmparr contrast youi^nc n- s and b . which project 
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i problem ( 16 ) : j\ Company is Currently Seili'iy So ooo U-riots 
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X Company reported earnings available to common stock of S 4200000 
last year. Front those earnings, the company paid a dividend o f S 1.26 on 
e^tch of its 10 00000 common shares outstanding. The capital structure of the 
company includes 40% de bt. 10% preferred stock, and 50% common stock. 
It is_taxed_at a rate of 40% . — — 

If the market price of the common stoci^^^JO and dividends are 
expected to grow at rate of 6% per yeatgior fie foreseeable Future, what 
is the company's cost of retained cat nings financing? 

^o- It urderpricing and flotation costs on nen .hares of common stock 
amount to $ 7 per share, \> hat is th^oni pany' s cost of new ^Jinmon 

c- The com pans can issue S 2 divid mi preferred stock for a market price o! 
s ’5 per share. Flotation coms would amount to S 3 per share What is 

the cost m preferred stock I mancing? 

V*- The company cun issue c 1000 par ' iU% coupon, " year bonds that 
■ ' i'i or $ I2* 1 each. Flotation costs would amou. to S 2? p. 

1 ! ' Hie estimation formula to Figure the pprr-ximate emit of debt 

■ vs ha; the ran imam investment that the company car mal.u in new 
projects before i* must issue new comnnu stock? 
f- What is the WACC for projects wi'h a cost at or i>ci(^r the- amount 
r a luted in Part e? M jM 

' ' i'-.t is the WACC for proj< • n a cost abo- ;ne ; mount calculated 
ni part c (assuming that debt across all ranges remains at the percentage 
cos; calculated in part d) 
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EmtoJS DuPree Coffee Roasters, Inc., wishes to expand and modernize its facilities. The installed cost 

its 4 ttear OH , P falKL Momatic-feed roaster will be $130,000. The firm has a chance to sell 

0 ine MACRS and" a 7 f $ ' ° rieina "'' COSt S60 - 000 and »» depreciated 

using MACRS and a 7-year recovery period. DuPree is subject to a 40% tax rate. 

a. What is the book value of the existing roaster? 

b. Calculate the after-tax proceeds of the sale of the existing roaster 

c. Calculate the change in net working capital using the following data: 

Anticipated Changes in Current Assets and Current Liabilities: 

Accruals -$20,000, Inventory +50,000, Accounts payal^^ +40,000, Accounts receivable +70 000 
Cash 0, Notes payable + 15,000 

d. Calculate the initial investment associated wjth the proposed new roaster 

Solution (J 8 ) 

a. Book value = 60000 - ($60,000 xQ.69) = 

b. Recapture of depreciation= Sales price mojd^quipment Book value equipment 

Taxes on recapture of depijciationP$^5,400 x 0.40 = $6 560 
After-tax proceeds from jalp of ob loaster = $’S,uuU - 6560 = $2844^ 

c. Changes in current .iiSetsJ^^ntory $ 50,000 + Accounts receivable ^^00= S 120 x "*0 
Changes in current ibilities- ccruals (20,000) +Accounts pa . able '0,000+k ‘->s payable 5, 

Change in net winking capi 1 j| = 120000- 35000= $ 85,"'''™^^^ ^ M 

d. Cost of new roa^EE?' 40,000 + 85000 28440 = ■■mi 
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